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ABSTRACT 

This one of a series of reports designed to analyze changes in tax law made in the Taxpayer 
Bill of Rights 3, enacted as Title 111 of the IRS Restructuring and Reform Act of 1998 (P.L. 
105-206). This report is intended to provide a brief summary of the major provisions of the 
law. It will be updated as necessary to reflect subsequent developments. 
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Summary 

This one of a series of reports designed to analyze changes in tax law made in 
the Taxpayer Bill of Rights 3, enacted as Title III of the IRS Restructuring and 
Reform Act of 1998 (P.L. 105-206). This report is intended to provide a brief 
summary of the major provisions of the law. It will be updated as necessary to reflect 
subsequent developments. 

One major component of the IRS Restructuring and Reform Act was Title III, 
Taxpayer Bill of Rights 3. That title contained many provisions intended to improve 
the position of taxpayers when engaged in conflict with I.R.S., including provisions: 
1) altering the burden of proof rules in tax cases; 2) making the rules governing 
taxpayer proceedings more user friendly; 3) providing new avenues of relief from tax 
liabilities for innocent and former or separated spouses; 4) modifying interest and 
penalty rules to mitigate the rules in specified instances and equalizing the interest 
paid and received by the government and taxpayer in others; 5) enhancing the 
protections available to taxpayers in the audit and collection process; 6) requiring the 
I.R.S. to inform taxpayers of various rights, liabilities, and actions; 7) providing grants 
for low-income taxpayer clinics; 8) making miscellaneous changes in prior law to 
improve oversight, providing taxpayers with more information about the 
administration of tax laws, and addressing other administrative concerns raised by 
taxpayers; and 9) requiring studies of administration of a) interest and penalty 
provisions, b) confidentiality of tax return information, c) noncompliance, and d) use 
of rewards for information as to underpayments and fraud. 
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Summary of the New Law 

This one of a series of reports designed to analyze changes in tax law made in 
the Taxpayer Bill of Rights 3, enacted as Title III of the IRS Reform and 
Restructuring Act of 1998 (P.L. 105-206). This report is designed to provide a brief 
summary of the major provisions of the law. It will be updated as necessary to reflect 
subsequent developments. 

One major component of the IRS Reform and Restructuring Act was Title III, 
Taxpayer Bill of Rights 3. That enactment incorporated many provisions intended to 
improve the position of taxpayers when engaged in conflict with I.R.S., including 
provisions: 1) altering the burden of proof rules in tax cases; 2) making the rules 
governing taxpayer proceedings more user friendly; 3) providing new avenues of relief 
from tax liabilities for innocent and former or separated spouses; 4) modifying interest 
and penalty mles to mitigate the mles in specified instances and equalizing the interest 
paid and received by the government and taxpayer in others; 5) enhancing the 
protections available to taxpayers in the audit and collection process; 6) requiring the 
I.R.S. to inform taxpayers of various rights, liabilities, and actions; 7) providing grants 
for low-income taxpayer clinics; 8) making miscellaneous changes in prior law to 
improve oversight, provide taxpayers with more information about the administration 
of tax laws, and addressing other administrative concerns raised by taxpayers; and 9) 
requiring studies of administration of a) interest and penalty provisions, b) 
confidentiality of tax return information, c) noncompliance, and d) use of rewards for 
information as to underpayments and fraud 



Burden of Proof 

Prior to the enactment of Taxpayer Bill of Rights 3, the burden of proof in tax 
cases was usually placed on the taxpayer. This practice derived from common law 
and was not statutory. In certain instances, there were statutory provisions which 
placed the burden of proof on the government. 

Section 3001 of the bill added a new IRC § 7491 to govern the burden of proof. 
The general rule is that if a taxpayer introduces credible evidence on a factual issue 
in a court proceeding dealing with income taxes, estate and gift taxes, self- 
employment taxes, or generation-skipping taxes, then the IRS has the burden of proof 
on that issue. Credible evidence is, according to the conference report, H.Rept. 105- 
599, at 240-241, 

the quality of evidence which, after critical analysis, the court would find sufficient 
upon which to base a decision on the issue if no contrary evidence were submitted 
(without regard to the judicial presumption of IRS correctness). . . . The 
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introduction of evidence will not meet this standard if the court is not convinced 
that it is worthy of belief. 

The taxpayer still has to comply with any substantiation requirements; maintain all 
records required by the Code and regulations; and cooperate with reasonable IRS 
requests for witnesses, information, documents, meetings, and interviews. The burden 
of proof is not shifted to the government if the taxpayer fails to meet those conditions. 
If the taxpayer is not an individual or an estate, there are maximum net worth 
requirements. Corporations, most trusts, and partnerships with a net worth of more 
than $7 million are ineligible to use this provision 1 . 

This new provision does not override any existing Code section which provides 
for a specific burden of proof. In addition, the new provision always imposes the 
burden on the IRS in two specific situations. First, if an item of income was 
reconstructed by the IRS solely through the use of statistical information on unrelated 
taxpayers, the IRS will have the burden of proof. Second, the IRS has the burden of 
production in court proceedings where an individual is liable for a penalty, addition 
to tax, or additional amount under the Code. 

The provision applies to court proceedings arising in connection with 
examinations commencing after the date of enactment, July 22, 1998. If there is no 
IRS examination, the provision applies to court proceedings arising in connection with 
taxable periods or events beginning or occurring after the date of enactment. 



Proceedings by Taxpayers 

This subtitle contains six provisions which make it easier for taxpayers to either 
have their cases heard by an appropriate court or go to court to obtain restitution for 
wrongful acts by the IRS. 

Attorneys' fees and costs 

Prior to the enactment of Taxpayer Bill of Rights 3, any person who substantially 
prevailed in a tax case involving determination, collection, or refund of taxes, interest, 
or penalties could be awarded reasonable administrative costs (incurred after the 
earlier of the date the taxpayer received the notice of the decision of the IRS Office 
of Appeals or the date of the notice of deficiency) and reasonable litigation costs. 
Only individuals with a net worth of $2 million or less and corporations with a net 
worth of $7 million or less could be awarded costs. The biggest component of 
reasonable costs is attorneys' fees, but reimbursement for attorneys' fees was limited 
to $110 per hour (as adjusted for inflation). In certain cases, a court could award 
more than $110 per hour if the court found that a special factor justified a higher rate. 
In no case could reasonable costs exceed the amount actually paid or owed. Under 



'Section 4002(b) of the Tax and Trade Relief Extension Act of 1998, P.L. 105-277, removed 
the net worth limitation from certain revocable trusts for the period of time that the trust 
would have been treated as part of the an estate if the trust had made the election under IRC 
§ 645 to be treated as part of the estate. 
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prior law taxpayers could only be awarded attorneys' fees for services of attorneys, 
although CPAs and enrolled agents are authorized to practice before the Tax Court 
and the IRS. Only actual costs could be reimbursed, which meant that taxpayers 
could not be awarded costs for representation by pro bono attorneys. 

Section 3101 made seven changes to IRC § 7430, the provision dealing with 
awards of costs. First, the hourly rate cap on attorney's fees was increased to $125 
per hour (from $110) and will be adjusted for inflation. This is in line with the rate 
used in the Equal Access to Justice Act, which authorizes the award of attorney's fees 
in non-tax federal cases. Judges are permitted to adjust the award of attorneys' fees 
upward based on the difficulty of the issues presented in the case or on the local 
unavailability of tax expertise. 

Second, administrative costs can be awarded for fees incurred after the earliest 
of three occasions: the two under existing law (i.e., the date of Appeals Office notice 
or the date of notice of deficiency), or the date on which the first letter of proposed 
deficiency which allows the taxpayer an opportunity for administrative review in the 
Internal Revenue Service Office of Appeals is sent. This change should allow 
taxpayers to be reimbursed for almost all administrative costs. 

Third, fees for the services of CPAs and enrolled agents authorized to practice 
before the Tax Court or before the Internal Revenue Service may be awarded to 
prevailing taxpayers as if those individuals were attorneys. Fourth, the statute allows 
a court to award appropriate attorney's fees to those who undertake pro bono 
representation of taxpayers, providing the fee is paid to the attorney or the attorney's 
employer. 

Fifth, in determining whether the position of the IRS was substantially justified, 
the court is required to take into account whether the IRS has lost in courts of appeal 
for other circuits on substantially similar issues. The Committee on Ways and Means 
report, H.Rept. 105-364, at 59, indicated that the court may also take into account 
whether the United States has won in courts of appeal for other circuits. The Senate 
report, S.Rept. 105-174, at 47, and the conference report, H.Rept. 105-599, at 243, 
are silent on this issue. This provision presents courts with the decision of whether 
to punish the IRS for inappropriately pursuing a lost cause or whether to tolerate an 
IRS attempt to obtain a conflict between circuits in order to have the Supreme Court 
decide an issue. 

Sixth, a taxpayer will be treated as having substantially prevailed if IRS wins, 
but the judgment is for less than a qualified offer made by the taxpayer during the 
qualified offer period. This provision does not apply to judgments issued pursuant to 
a settlement or to proceedings when the amount of the tax liability is not in issue (e.g., 
declaratory judgments, proceedings involving summons, actions to restrain disclosure 
under IRC § 61 10(f)). The IRS will only be responsible for costs incurred on and 
after the date of the qualified offer. Seventh, a taxpayer may be awarded attorneys' 
fees, in addition to damages, if the taxpayer prevails in a case involving unauthorized 
inspection or disclosure of a tax return or tax return information under IRC § 7431. 

The net worth requirements were not amended. These changes apply to costs 
incurred or pro bono services performed after January 18, 1999. 
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Damages for Illegal Collection Actions 

Under prior IRC § 7433, if an IRS officer or employee recklessly or 
intentionally disregarded the law while collecting the taxpayer's taxes, the taxpayer 
could sue the government for the lesser of actual damages plus the costs of the suit 
or $1 million. Damages could be reduced if the taxpayer did not exhaust available 
administrative remedies or if the taxpayer did not take reasonable steps to mitigate 
damages. Suit had to be brought in a U.S. district court within two years of the cause 
of action accruing. Under prior IRC § 7426, third parties whose property was 
wrongfully sold or levied on by the IRS could sue the IRS for up to $1 million of 
damages if an IRS officer or employee recklessly or intentionally disregarded the law 
while collecting a taxpayer's taxes. 

The Taxpayer Bill of Rights 3 expanded the authority to pay damages to include 
cases where the IRS causes a taxpayer or a third party economic damages because of 
negligent disregard of the Internal Revenue Code or regulations while collecting a 
taxpayer's taxes. Damages for negligence are limited to $100,000 and both taxpayers 
and third-parties continue to have to exhaust available administrative remedies before 
a court can award any damages. 

In addition to damages for violations of the law in regular tax collection actions, 
IRC § 7433 was amended to permit a taxpayer in bankruptcy to petition the 
bankruptcy court to recover damages against the IRS if an officer or employee of the 
IRS willfully violates the automatic stay provisions or the effect of discharge 
provisions of the bankruptcy code or bankruptcy regulations. Damages for violations 
of title 1 1 (the bankruptcy code) can be awarded by a bankruptcy court. 

These provisions apply to actions of officers and employees of the Internal 
Revenue Service after July 22, 1998. 

Increase in Size of Cases Permitted on Small Case Tax Calendar 

Under prior law, the Tax Court permitted taxpayers with amounts of tax in 
dispute of less than $10,000 to elect to use the small case procedures. Such an 
election meant that the decision of the Tax Court was final and could not be appealed. 
Either the IRS or the taxpayer could request that the small case procedures be 
discontinued any time before a final decision in the case. Taxpayer Bill of Rights 3 
raised the jurisdictional amount from $10,000 to $50,000. 2 

Actions for Refund by Certain Estates which have Elected the 
Installment Method of Payment 

The district courts of the United States and the U.S. Court of Federal Claims 
have jurisdiction over suits for refunds of taxes. Normally, the full amount of the 
taxes must be paid before filing a refund action,. Under IRC § 6166, executors of 
certain estates containing closely-held businesses can elect to pay the estate taxes 



2 IRC §§ 7463, 7436(c)(1), 7443A(b)(3). 
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attributable to the business over a 14-year period. Under prior law, courts have held 
that refund jurisdiction did not exist until the entire amount of estate taxes was paid. 
The Tax Court had jurisdiction to determine eligibility to make the IRC § 6166 
election. 

Section 3104 amended IRC § 7422 to provide a special rule permitting district 
courts and the Court of Federal Claims to have jurisdiction over an estate tax refund 
case even if the full amount of the estate tax liability has not been paid because of an 
installment payment election under IRC § 6166. In order to qualify for this special 
provision, the estate must meet several requirements: 1) No installments can have 
been accelerated. 2) All installments due before the date the suit is filed must have 
been paid on time. 3) There can be no case pending in the Tax Court with respect to 
the estate taxes due on the estate. 4) If a notice of deficiency has been issued with 
respect to the estate, the time for filing suit in the Tax Court must have expired. 5) 
No action for a declaratory judgment under IRC § 7479 can be pending in the Tax 
Court. 

The General Explanation of Tax Legislation Enacted in 1998 prepared by the 
Staff of the Joint Committee on Taxation, JCS-6-98, at 64, indicates that a taxpayer 
that had previously litigated its estate tax liability would not be able to use this 
provision under the principles of res judicata and that taxpayers are obligated to 
continue paying installments in full and on time during the pendency of the suit. 

Once a final judgment is entered by the court, the IRS is not permitted to collect 
any amount disallowed by the court, and if the taxpayer has paid any amount in excess 
of what the court determines is currently due, the IRS is to refund that amount with 
interest. 

The section also amends IRC § 7479 to provide that if a taxpayer files a 
declaratory judgment action in the Tax Court to determine an estate's eligibility to use 
IRC § 6166, the two-year statute of limitations for filing a refund suit is suspended 
during the pendency of the Tax Court action. 

These provisions apply to refund actions filed after the date of enactment (July 
22, 1998). 

Administrative Appeal of Adverse IRS Determination of a Bond 
Issue's Tax-Exempt Status 

This provision is not codified in the Internal Revenue Code. It directs the IRS 
to amend its administrative procedures to allow issuers of tax-exempt bonds to have 
a right to an administrative appeal to a senior officer of the IRS Office of Appeals 
whenever an IRS examiner proposes to revoke the tax-exempt status of a bond issue. 
Under prior law, there was (and is) a procedure for obtaining a declaratory judgment 
from the Tax Court, but there was no automatic right to an administrative appeal. 
This provision was effective on the date of enactment. 3 



3 §3 105 of the Act. 
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Third Party Suits to Release Erroneous Lien 

Prior to 1995, some courts had held that if third parties paid a tax to discharge 
a lien on their property, they could not sue for a refund because they were not the 
taxpayer against whom the tax was assessed. In 1995, in Williams v. United States, 
514 U.S. 527 (1995), the Supreme Court held that a third party who paid another's 
tax under protest to remove a lien on her property could bring a refund suit, because 
there was no other adequate administrative or judicial remedy. 

Taxpayer Bill of Rights 3 created a mechanism for third parties to have an 
erroneous tax lien released by amending IRC § 6325(b) to create a right of 
substitution of value, which allows the third party to deposit an amount of money 
equal to the value of the interest of the United States in the third party's property or 
to furnish a bond acceptable to the IRS in a similar amount. The IRS is required to 
refund the deposit, plus interest, or release the bond if the unsatisfied liability can be 
satisfied from a source other than the third party's property or if the value of the 
interest of the United States in the property is less than the IRS had previously 
determined. Under IRC § 7426(a), as amended, the third party has 120 days after 
obtaining the certificate of discharge (for making the payment or furnishing the bond) 
to bring a civil suit in a U.S. district court to determine whether the interest of the 
United States in the property is less than the value determined by the IRS. If the 
court determines that the IRS determination of value of the government's interest in 
the property exceeds the actual value of the government's interest, the court will order 
a refund of the amount deposited (plus interest from the date of payment) or a release 
of the bond to the extent that deposit or bond exceeds the value determined by the 
court. 

The time that the IRS spent pursuing the wrong property does not redound to 
the benefit of the taxpayer. Taxpayer Bill of Rights 3 suspended the running of the 
statute of lim itations for collection under 6502 for a period equal to the period from 
the date when the property of a third party is wrongfully seized or received by the IRS 
to the date on which a judgment under IRC § 7426 (relating to the property) becomes 
final, plus 30 more days. The suspension only applies to the amount of money or the 
value of property returned. A similar suspension applies to the period during which 
the IRS holds a wrongful lien on a third party's property. 



Innocent Spouse and Disability Relief 

The new statutory provisions provide three avenues of relief from spousal 
liability for taxes due on joint returns: 1) for married taxpayers filing jointly, more 
liberal standards for innocent spouse status than were available under prior law; 2) for 
those who have since separated or divorced, the opportunity to elect separate liability; 
and 3) for taxpayers who fail to qualify for innocent spouse or separate liability relief, 
discretionary authority for equitable relief. 4 



4 IRC§ 6015. 
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Those who filed joint returns can seek innocent spouse status under more 
liberalized rules than were imposed by prior law. Under the new law such relief is 
available for any understatement of tax liability. Under the old law relief was available 
only for “substantial understatements,” and those were defined by dollar amounts 
($500 or a percentage of income). The prior law requirement that the understatement 
be attributable to “grossly erroneous” items attributable to the other spouse has also 
been el im inated. It is enough now that there is an understatement attributable to the 
other spouse. Those claiming the status must still establish that they did not know 
and had no reason to know of the understatement of tax, and taking into account all 
the facts and circumstances it must still be found unfair to hold claimant liable for the 
taxes due. A spouse pursuing innocent spouse status may be entitled to a refund. 

The new law permits those who are divorced, legally separated, or have lived 
separate and apart for a year to request separation of liability. If the taxpayer filed a 
joint return and is now divorced, legally separated, or has lived separate and apart for 
at least a year prior to filing the request, she(he) will qualify for such treatment and 
tax liability will be determined in much the same manner as if separate returns had 
been filed. Special rules were included to prevent the improper use of the election. 
Thus, even if otherwise qualifying, a request for separate liability may be refused if 
IRS proves that the spouses (or former spouses) transferred assets as part of a 
fraudulent scheme or to avoid taxes or the payment of taxes, or if IRS proves actual 
knowledge that items giving rise to the deficiency and attributable to a spouse (or 
former spouse) were incorrect. Only the hard to attain innocent spouse exemption 
was available to former and separated spouses under prior law. A request for 
separation of liability will not generate a refund. 

Equitable relief may be available for those who cannot qualify for separation of 
liability or innocent spouse status, including spouses from community property states 
who file separately. The new law permits the Secretary to make such relief available 
when under all the facts and circumstances it would be unfair to hold the taxpayer 
liable for the understatement or underpayment of a tax. This is the one remedy 
available for an underpayment of taxes. Under prior law, if a spouse took funds 
intended for taxes for his or her own use, there was no escape from joint and several 
liability. 5 



5 The conference committee report discussed the anticipated uses of this equitable authority: 

The conference agreement does not include the portion of the Senate 
amendment that could provide relief in situations where tax was shown on the joint 
return, but not paid with the return. The conferees intend that the Secretary will 
consider using the grant of authority to provide equitable relief in appropriate 
situations to avoid the inequitable treatment of spouses in such situations. For 
example, the conferees intend that equitable relief be available to a spouse that 
does not know, and had no reason to know, that funds intended for the payment of 
tax were instead taken by the other spouse for such other spouse’s benefit. 

The conferees do not intend to limit the use of the Secretary’s authority to 
provide equitable relief to situations where the tax is shown on a return but not 
paid. The conferees intend that such authority be used where, taking into account 
all the facts and circumstances, it is inequitable to hold an individual liable for all 

(continued...) 




